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Formal i zi ng and consol i dating

m croenterprise and snal |l -scal e busi nesses
conponent (BR-0289)US$ 150 nmillion

SME conponent (BR-0277) US$ 750 nmillion
Private social services

del i very conponent (BR-0290)US$ 200 nillion
Total |1DB:US$1,100 million

Borrower: US$1, 100 nillion

Total : US$2,200 mllion

Currency: United States dollars

Anmortization period: 20 years
Di sbursenent period: 4 years
Interest rate:variable

I nspecti on and supervision: 1%
Credit fee:0.75%

The Export-Ilnport Bank of Japan (JEXIMBANK) has
conmuni cated its interest in cofinancing the
operation in an amount of up to US$900 million, in
two equal stages, covering exclusively the borrower's
contributions for the credit conponent for SMEs and
the component for formalizing and consolidating
m croenterprises and smal | -scal e busi nesses.
Negoti ations are well advanced, and the anount of
JEXI MBANK financing is expected to be firned up
during the course of this year.

The general objective of the programis to support:
(i) devel opnent and nmoder ni zat i on of Brazil's

productive sector, by expanding nedium? and |ong-term
financing on market terms for private investnent
projects ainmed at restructuring, i mproving and
expanding efficient activities of mcroenterprises,
smal | -scal e businesses, and small and nediumscale
enterpri ses; (ii) facilitated formalizati on and
financi al consolidation of microenterprises and
smal | -scale businesses, to give them access to
medium and long-term financing by internediary
financial institutions (IFlIs), and help them neet
their tax, labor, social security and environnental
obl i gati ons; (iii) better access to | ong-term
financial resources for private investment projects
for increasing the coverage and inproving the quality
of private services in higher education and health;
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and (iii) developnent of the financial mnarket that
was initiated under the previous program by providing
liquidity for introduci ng and devel opi ng new and mnore

sophi sti cat ed product s for private i nvest ment
projects. In line with that previous operation, the
program wi |l support Brazilian government efforts to

noder ni ze productive sectors and make them nore
conpetitive by reducing the so-called "Brazil cost".
The proposed operation will continue support for
devel opnment of the financial market, in accordance
with guidelines for the Bank's prograns in the
financi al area.

The proposed programwi Il consist in providing global
mul ti sector financing under three conponents. The
first focuses on financial support for formalizing
and consolidating mcroenterprises and snall-scale
busi nesses included in the SIMPLES system The
second conponent enphasi zes financing for nodernizing
and expanding small and nediumsized enterprises
(SMES) to enhance their competitiveness in a nore
open econony. The third conmponent wll help
strengthen the private delivery of higher education
and heal th services.

Support for formalized mcroenterprises and small -
scale businesses, in particular, wll help to
regul arize their tax status and bring them into the
mai nstr eam econormy, enhance their access to financing
from the financial system and contribute to
effective operation of the country's prograns in
support of wonen and of environnental and health
controls. As well, the program wll encourage
devel opnment of new financial products and market
facilities for the business segnents in question.

The program consists of a loan to be totally executed
by neans of three rediscount facilities for medi um
and long-term financing, through |IFIs declared
el igi bl e by BNDES. The projects to be financed by
way of these operations nust neet the technical,
financi al, econom c, | egal and envi ronnent al
requirements of the program The first wi ndow
( BR- 0289, US$150 mllion) for fornaelizing and
consol i dati ng m croenterprises and smal | -scal e
busi nesses is intended as a credit facility for:
(i) mcroenterprises (including working capital), up
to US$25,000 per transaction, and small-scale
busi nesses (including working capital), up to
US$144, 000 per transaction. The facility is intended
to help these enterprises, in both the producing and
service sectors, to gain access to adequate financi al
services and to help nodify the practices of the IFls
with respect to providing credit to microenterprises
and small-scale businesses. NG that lend to
m croenterprises may also access these credits, if
they are declared eligible by BNDES under Bank-
financed techni cal -cooperation project ATN SF-1128/BR
bei ng executed by BNDES. The second wi ndow (BR-0277,
US$750 million) is intended as another rediscount
facility for provi di ng financi ng of up to
US$3 mllion per transaction to small and nedium
sized enterprises (SMEs) for capital investnments in
noder ni zing and expansion projects in nearly all
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manufacturing and service activities. The third
w ndow (BR-0290, US$200 million) would be a further
redi scount facility for providing financing of up to
US$15 million per transaction for strengthening
private providers (other than SMEs) of higher
educati on and heal th services.

Al of the resources under the program wll be
channel ed by BNDES through |Fls declared eligible
under criteria established in each of the programs
sets of Credit Regulations, which, as in previous
operations, are consistent with the operating rules
of BNDES. Those IFIs will use these resources in
turn to grant credits to finance the purchase
installation and start-up of capital goods in areas
covered by the three conponents described above.

There are currently a nunber of serious constraints
on the availability of medium and long-term
fi nanci al resour ces to nmeet t he needs of
m croenterprises, small-scal e busi nesses and SMES, in
both financial institutions, which avoid medi um- and
l ong-term exposure with short-term deposits and the
capi tal market, which, froma practical viewoint, is
generally restricted to |large corporations. A
simlar situation is facing private providers of
services in the higher education and health areas.
The only significant source of this type of financing
for mcroenterprises, small-scal e busi nesses and SMEs
are the credit programns offered by BNDES

The sel ection of BNDES as the executing agency offers
access to that institution's Brazil-w de network of
IFIs, the only one in the country that has the
coverage to ensure that the programis resources wll
filter to a large nunber of end-borrowers thoughout
the country. Moreover, it has the procedures,
standards and institutional capacity for evaluation
and supervision that are needed for sound operationa
managenent of a program of the size proposed here.

In the franework of the special relationship between
the 1 DB and BNDES, new products will be devel oped,
such as |easing, which BNDES has already |aunched,
guar ant ee f unds, credit i nsurance for
m croenterprises and small -scal e busi nesses, etc.

The design of the proposed programis consistent with
the environmental requirenents already established in
the previous operation, which have been proven
satisfactory. Those requirenents i ncl ude a
conpr ehensi ve nmechani sm for nmoni t ori ng t he
environmental quality of subprojects based on the
environnmental standards of the National Environnent
Conmi ssi on ( CONAMA) . That mechanism which is now
applied in all BNDES |oans, has worked well in the
previ ous SME operation, in which there were very few
subloans that had an environnental inpact, and
effective control measures were taken in every
i nst ance. The present program wll therefore
mai ntain the mechani sm w thout major changes, while
i ncorporating the recomendations that came out of
t he eval uati on conducted by BNDES. The IFls will not
onlend for activities classified as having a negative
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i npact unless their design includes a timetable for
mtigation measur es to gi ve ef f ect to t he
envi ronment al undertaki ngs of the subborrowers.

Wndow BR-0289, for formalizing and consolidating

m croenterprises and smal | -scal e busi nesses,
automatically qualifies as a poverty-targeted
pr oj ect . The SME window (BR-0277) and that for

private social service providers (BR-0290) are not,
by their nature, considered to be targeted on
poverty.

None

Not applicabl e

The growi ng conpetition coming from within MERCOSUR
and from the globalization of narkets demands

financial internediation and, in particular, the
availability of medium and long-term financing to
i ncrease t he conpetitiveness of Brazil's

m croenterprises and snall-scale businesses and its
SMEs, which together represent an inportant part of
the country's industrial pl ant, and have the
potential to restructure and nodernize for exports.
To this end, the conponent for financing SMES will
pr onot e: (i) extending the coverage of nedium and
long-term finance to all efficient private sector
activities, including social-sector operations; and
(ii) the devel opnent of medi um and long-terrm
financi ng nmechanisns and instruments, for small and
medi um si zed enterprises.

Simlarly, the component for formalizing and
consol i dati ng m croenterprises and smal | -scal e
busi nesses will enhance (i) the efficiency and

conpetitiveness of this group of businesses, and (ii)
expand and consolidate its access to credit for the
purchase of capital goods and for working capital.

Wth respect to the conponent for credit to private
hi gher education and health service providers, the
principal direct benefits will derive from expandi ng
the supply of services and extending their coverage,
especially for |lowincome groups. In higher
education, the benefits will depend on the extent to
which private providers respond to the educational
needs of students with a nore diversified incone
profile than do the public-sector institutions. In
health, benefits wll consist in increasing access
for people of few nmeans to effective, high-quality
servi ces.

Gven the nature of the operation to provide
financi ng for al | ef ficient, privat e-sect or
activities in all sectors, it 1is inpossible to
produce an ex ante neasurenment of the specific
outputs, either at the macroecononmic |evel (GDP,
exports) or in ternms of the number and anmounts of the
subl oans and t he si ze of t he subbor rowi ng
enterprises. However, previous experience wth BNDES
operations supports achievenent of the proposed
objectives, the arrangenent selected, and BNDES' s
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capacity to inplenent the operation.

Successful inplenentation of the proposed program
will depend on mintaining a macroeconomc and
financial framework that is conducive to the growh
of private investnent. In this respect, the
gover nment has al ready achi eved noteworthy results in
terms of economc retorns and stabilization under the
Pl ano Real , and has reinforced these with the package
of neasures announced in late 1997 and early 1998,
whi ch reduce the risk of speculative runs on the real
and w1l help to consolidate progress under the Plano

Real . Under these circunstances, the nacroecononic
risk is considerably reduced. In addition, the
experience that BNDES has gained in prograns of this
ki nd, operating under much nor e difficult

macroeconom ¢ conditions, gives assurance of its
capacity to nmanage the nacroeconom c ri sks.

The risk of disruptions in the financial system is
low, given the restructuring that has occurred since
the introduction of the Plano Real, which has
entailed consolidation of the financial system the
st r engt heni ng of regul atory and supervi sory
nmechani sns, and t he reorgani zati on and/ or
privatization of part of the State banking system
all of which provides grounds to expect that the

resources of the proposed program will be channel ed
to good use. In addition, it should be noted that
the proposed programwill help to mitigate this risk

by acting as a catalyst for sound practices, by
insisting on nore rigorous application of selection
mechani sns and portfolio nonitoring by the IFl's, and
in the surveillance that BNDES will exercise over the
IFIs' lines of credit. As well, by placing long-term
funds at the disposal of the IFls, the proposed
programwi ll facilitate nore bal anced growh of their
| endi ng portfolios.

The past experience of BNDES and its proven
effectiveness in funneling credit to a |arge nunber

and variety of SMEsS will significantly reduce the
risk that the program may not fully reach its target
groups, or that the operation will not achieve the

antici pated results.

Finally, with reference to the conponent for private
soci al -services providers, and nore specifically the
heal th subconponent, there is a risk that technol ogy
costs will translate into social costs, in situations
where private providers fail to rationalize their
service costs. This risk can be reduced at the tine
BNDES conducts its technical and financial review of
| oan applications submtted by accredited I Fls.

The proposed program is consistent with the Bank's
financing strategy for Brazil, which addresses the
challenges identified in the county paper. It
accords with the policy guidelines and principal
goals  of the governnent and the  priorities
established by the Brazilian authorities in response
to the request fromBNDES to the Mnistry of Pl anning
(SEAIN) of March 19, 1997. That request was incl uded
in the Bank's programmng pipeline as one of the
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priority projects for 1998. The Bank's strategy for
1996-1998 calls for three basic areas of action:
(i) reform and nmoder ni zat i on of t he St at e;
(ii) nodernization of production and reduction of the
"Brazil cost"; and (iii) addressing social inequities
and poverty. The proposed operation addresses item
(ii), in the sub-area of the financial sector, and
item (iii) in the sub-areas of reducing social
inequities and urban poverty, and the education and
heal th sectors.

The programwi |l also be used for technical exchanges
between the IDB and BNDES to devel op new financi al
products, di ssenm nat e BNDES' s second-tier
met hodol ogy, and devi se new market pricing mnethods.

Prior to the first di sbur senent of resour ces
allocated to each conponent of the program the

borrower wll submt evidence that the Cedit
Regul ations for the conponent are in force and that
they include: (i) eligibility conditions and

paraneters for IFls and their subborrowers, as wel
as their contractual relationship wth BNDES
(ii) the financing charges for the IFls, which wll
be cal cul ated on the basis of the "long-terminterest
rate" (TJLP), adjusted quarterly, plus an onl ending
fee of 2.5% for SMEs and 1.0% for m croenterprises
and snall-scale businesses, and for the social
conponent, in all cases covering the institution's
operating costs; (iii) the provision that IFls wll
be free to set their interest rates, fees and other
charges on their subloans under each conponent; and
(iv) nechanisnms for nonitoring the IFls and their
transacti ons under each conponent of the program by
BNDES.



